ST 99-0420-G L 12/29/1999 COWUTER SOFTWARE

CGenerally, sales of “canned” conputer software are taxable retail sales in
IIlinois. See 86 Ill. Adm Code 130.1935. (This is a GLl).

Decenmber 29, 1999

Dear XXXxX:

This letter is in response to your letter dated Decenber 3, 1999. The
nature of your letter and the information you have provided require that we
respond with a General Information Letter, which is designed to provide general
information, is not a statenment of Departnent policy and is not binding on the
Departnent. See 2 I1l. Adm Code 1200.120(b) and (c), encl osed.

In your letter, you have stated and nmade inquiry as follows:

This letter is to request a witten ruling regarding the requirenents
to collect and remt sales tax based on the follow ng facts:

Qur client, COWPANY is based in STATE and pays for the right to use

software from vendors. The vendors bill and coll ect STATE sal es tax
from COVPANY. COMPANY in turn provides their custoners with renote
access, via telephone or other conmunication lines, to hardware

servers controlled, owned and located in STATE by COVWANY on which
COMPANY hosts third-party application managenent software. COVPANY

does not transfer the software to their custoner. COMPANY provi des
equi pnent to be used on customer premses to access the applications
hosted by COVPANY. COMPANY retains conplete ownership of the
equi pnent . COMPANY al so provides customer support and consulting

services and has an office located in your state.

Enclosed is a typical contract used for the agreenent between COVANY
and their custoners.

Pl ease indicate whether COVPANY is required to collect and remt sales
tax for the above transactions. Also, if sales tax is required to be
coll ected by COVWPANY, please indicate in your ruling at what sales tax
rate COVPANY must collect the tax.

Pl ease address and send the witten ruling to COVPANY. I f possible,
pl ease send a copy of the ruling to nme at the address on this
| etterhead.

If you have any questions or need nore information, please call ne at
et

Thank you in advance for your imediate attention to this matter.
We are unclear whether the software is sold or is the subject of a license

agr eenent . The following is a general discussion about conputer software.
Cenerally, sales of *“canned” conmputer software are taxable retail sales in
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IIlinois. See the enclosed copy of 86 Ill. Adm Code 130.1935. However, if the
computer software consists of custom conputer progranms, then the sales of such
software may not be taxable retail sales. See Section 130.1935(c).

Custom conputer prograns or software are prepared to the special order of
the custoner. The selection of pre-witten or canned prograns assenbled by
vendors into software packages does not constitute custom software unless rea
and substantial changes are nade to the prograns or «creation of program
interfacing |ogic. See Section 130.1935(c)(3). If the pre-witten program or
nmodul e was previously marketed, the new programwill qualify as a custom program
if the price of the pre-witten program was 50% or less of the price of the new
program |If the pre-witten program was not previously marketed, the new program
will qualify as a custom program if the charge nade to the customer for custom
progranm ng services, as evidenced by the records of the seller, was nore than
50% of the contract price to the consuner.

If transactions for the licensing of conputer software neet all of the
criteria provided in Section 130.1935(a)(1), neither the transfer of the software
or the subsequent software updates will be subject to Retailers’ Cccupation Tax.

A license of software is not a taxable retail sale if:

A) It is evidenced by a witten agreenent signed by the |icensor and the
cust omer;

B) It restricts the customer’s duplication and use of the software;

(@) It prohibits the custonmer fromlicensing, sublicensing or transferring

the software to a third party (except to a related party);

D) The vendor will provide another copy at mnimal or no charge if the
custoner | oses or damages the software; and

E) The custoner nust destroy or return all copies of the software to the
vendor at the end of the license period.

As stated above, |icenses of conputer software are not taxable if they neet
all of the criteria listed in Section 130.1935(a)(1). However, item (D) of that
part requires the license to contain a provision requiring the vendor to provide
another copy at mnimal or no charge if the custoner |oses or damages the
software. The Departnent has deenmed software |icense agreenents to have net this
criteria if the agreements do not contain a provision about the |oss or damage of
the software, but the vendors’ records reflect that they have a policy of
providing copies of software at mnimal or no cost if the customers |ose or
destroy the software.

Iltem (E) of this part also requires a license to require a custoner to
destroy or return all copies of the software to the vendor at the end of the
i cense period. The Departnent has al so deened perpetual |icense agreenents to
qualify for this criteria even though no provision is included in the agreenents
that requires the return or the destruction of the software.
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In general, maintenance agreenments that cover conputer software and hardware
are treated the sane as nmaintenance agreenments for other types of tangible

personal property. The taxability of maintenance agreenments is dependent upon
whet her the charge for the agreenent is included in the selling price of tangible
personal property. |If the charge for a mmintenance agreenment is included in the

selling price of tangible personal property, that charge is part of the gross
receipts of the retail transaction and is subject to Retailers' Occupation Tax
liability. No tax is incurred on the maintenance services or parts when the
repair or servicing is conpl eted.

If maintenance agreenents are sold separately from tangible persona
property, the sale of the agreenment is not a taxable transaction. However, when
mai nt enance services or parts are provided under the maintenance agreenent, the
company providing the maintenance or repair will be acting as a service provider
under the Service Occupation Tax Act. The Service Cccupation Tax Act provides
that when a service provider enters into an agreenent to provide nmaintenance
services for a particular piece of equipnent for a stated period of tinme at a
predeterm ned fee, the service provider incurs Use Tax based upon its cost price
of tangible personal property transferred to the custoner incident to the
conpletion of the nmaintenance service. See 86 Ill. Adm Code 140.301(b)(3),
encl osed.

Charges for updates of canned software are fully taxable pursuant to Section
130. 1935. If the updates qualify as custom software under Section 130.1935(c),
they may not be taxable. But, if rmaintenance agreenents provide for updates of
canned software, and the charges for those updates are not separately stated and
taxed, then the whol e agreenment woul d be taxable as sal es of canned software.

Assumi ng that the services provided, such as installation, phone support,
training, and semnars, do not require the transfer of tangible personal property
to the recipients of those services, charges for such services are exenpt if they
are separately stated from the selling price of canned software. See Section
130. 1935(Db) . If conputer software training or other support services are
provided in conjunction with a sale of custom conputer software or a license of
computer software, the charges for that training are not subject to tax.

If no conmputer software is transferred to the customer, then no tax is

incurred. In regards to conputer hardware, if you are |easing conputer equiprent
inlllinois, the follow ng discussion may be applicable.

Please note that the State of Illinois taxes leases differently for
Retail ers’ Cccupation Tax and Use Tax purposes than the majority of other states.
For Illinois sales tax purposes, there are tw types of |easing situations:

conditional sales and true | eases.

A conditional sale is wusually characterized by a nomnal or one dollar
purchase option at the close of the |lease term Stated otherwise, if lessors are
guaranteed at the tine of the lease that the | eased property will be sold, this
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transaction is considered to be a conditional sale at the outset of the
transaction, thus making all receipts subject to Retailers’ Cccupation Tax.

A true lease generally has no buy out provision at the close of the |ease.
If a buy out provision does exist, it nust be a fair market value buy out option
in order to maintain the character of the true |[ease. Lessors of tangible
personal property under true leases in Illinois are deemed end users of the
property to be leased. See the enclosed copy of 86 Ill. Adm Code 130.220. As
end users of tangible personal property located in Illinois, |essors owe Use Tax
on their cost price of such property. The State of Illinois inposes no tax on
rental receipts. Consequently, |lessees incur no tax liability.

The above guidelines are applicable to all true |eases of tangible persona
property in Illinois except for autonobiles |eased under terns of one year or
| ess, which are subject to the Autonpbile Renting Cccupation and Use Tax found at
35 I LCS 155/1 et seq.

As stated above, in the case of a true lease, the lessors of the property

being used in Illinois would be the parties with Use Tax obligations. The
| essors would either pay their suppliers, if their suppliers were registered to
collect Use Tax, or would self-assess and remt the tax to the Departnent. | f

the lessors already paid taxes in another state with respect to the acquisition
of the tangible personal property, they would be exenpt from Use Tax to the
extent of the anmpbunt of such tax properly due and paid in such other state. See
86 Ill. Adm Code 150.310(a)(3) encl osed.

Under Illinois law, lessors may not “pass through” their tax obligation on
to the |lessees as taxes. However, lessors and |essees may nmake private
contractual arrangenments for a reinbursement of the tax to be paid by the
| essees. If lessors and | essees have nade private agreenents where | essees agree
to reinburse lessors for the anpbunt of the tax paid, then | essees are obligated
to fulfill the ternms of the private contractual agreenents.

I hope this information is helpful. The Department of Revenue maintains a
Web site, which can be accessed at www. revenue.state.il . us. If you have further
guestions related to the Illinois sales

If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

Mel anie A Jarvis
Associ at e Counsel

MAJ: msk
Enc.



